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period from the 1870s to 1913, right before the first
world war.
Technological developments in shipping, refrigera-
tion and communications, the low rate of protection in
much of the world, and currency convertability under the
gold and silver standards gave rise to the first truly inter-
national economy in world history.
Some economic convergence occurred at this time
as the peripheral economies grew faster than the ad-
vanced countries of the time (Sachs and Warner 1995).
Philippine trade surpluses
were a thing of the past
Philippine participation in international trade dur-
ing the period circa 1880-1890 was characterized by de-
teriorating terms of trade. As a result, volume export
growth was simply offset by the decline in export prices
(in gold terms). However, the peso (that is, the silver
Mexican peso then in circulation) depreciated to 50 per-
cent vis-à-vis the gold bullion. This development stimu-
lated the growth of Philippine exports despite the de-
cline in export prices. Hence, trade surpluses were com-
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he world economy has become increasingly
open and integrated in the last two decades of
the twentieth century, which is not the norm.
Between the 1930s and the 1950s, the world
economy was essentially closed. Trade protectionism was
the norm. From the 1960s on to the 1980s, the opening
up of Third World economies has been slow and in many
cases, “stop and go,” thereby delaying the prospects for
a truly open and integrated global economy.
That said, there really is not enough economic his-
torical precedent within  this century with which to illumi-
nate the risks and benefits arising from the deepening
integration of the world economy today. That element of
uncertainty continues to be an open challenge to today’s
policymakers and analysts.
The first global open economy
The only period in world economic history similar to








exports of goods and services by 1992 (World Bank
1996).
mon for the Philippines during the declining years of Span-
ish rule. When the Americans came, the process of inte-
grating the Philippine economy with the world market was
further accelerated (Intal 1983).
The plot thickens
After the second world war, opening up the world
economy was institutionalized by the United Nations
through the General Agreement on Tariffs and Trade
(GATT). The 1994 GATT Uruguay Round expanded multi-
lateral trade to the once excluded sectors of agriculture,
textiles and garments, among others. The Round also
deepened and widened reductions in tariff and nontariff
barriers. Other achievements include the continuing pro-
cess of world trade liberalization, improvement of the dis-
pute settlement system in international trading, estab-
lishment of the World Trade Organization (which has stron-
ger powers than the GATT secretariat), and clearer rules
on antidumping and countervailing duties.
Regional economic cooperation
spreads the word
Closer to home, the ASEAN Free Trade Area (AFTA )
agreement and the Asia Pacific Economic Cooperation
(APEC) Bogor declaration are two regional pacts which
ushered in the era of free trade in the Asia-Pacific region.
Meanwhile, under ASEAN’s  common effective preferen-
tial tariff scheme, intra-ASEAN trade for nonsensitive
manufactures and agricultural product would have tariffs
of zero to 5 percent by 2003 resulting in average tariff
rates for the whole of ASEAN declining from 7.1 percent
in 1996 to 2.7 percent in 2003 (ASEAN Secretariat).
Open, global and … multinational
Today’s world economy has become truly open, glo-
bal and integrated as a result of several developments
not available in the late nineteenth century. The remark-
able improvements in air transport and telecommunica-
tions has led to the global production networks of multi-
national corporations. The sales of foreign affiliates of
multinational corporations already exceeded total world
Time to shine
The world’s growth area has shifted from North-
west Europe at the turn of the nineteenth century to Asia
and the Pacific today. The share of APEC member-
economies (excluding Brunei) to total world trade has
increased from 33.3 percent in 1970 to 45.1 percent in
1995. The share of the East Asian and APEC member-
economies to world output increased from 47.5 percent
in 1980 to 53.6 percent in 1993. The rise in the share to
total world trade and output is due to higher rate of growth
of output, exports and imports of many of the East Asian
economies during the past two decades.
One key characteristic of these countries is their
high investment rate, funded principally by high domestic
savings although vigorous foreign investment flows played
a critical role. Apart from high economic growth rate, the
high savings rate is, to a large extent, a demographic
bonus: the result of the happy happenstance of declining
fertility rates and dependency ratios and of sound eco-
nomic policy regimes (Mason 1997).
The World Bank projects that East Asia will remain
the economic growth leader in the world, with a per annum
growth rate of 7.9 percent between 1996 and 2005 (World




Pacific and LA 20.21
Total Asia-Pacific* 51.20
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Bank 1996). It is likely that by 2005, the three largest
economies in the world—the U.S., Japan, and China—
are all located in Asia-Pacific.
Rubbing in some of that growth
on the Philippines
The Philippines will be heavily influenced by the
developments in the Asia-Pacific region. In the past two
decades, Philippine trade has moved toward greater in-
tegration with the rest of the region. There has also been
a change in trading partners. Western Europe and Middle
East country partners slid down in importance to Asian
trading partners.
Like geese in flight
The intimate link between the fortunes of the Phil-
ippines and Asia-Pacific is exemplified by the economic
restructuring in East Asia in the latter part of the 1980s.
Described by Japanese analysts in terms of a flock
of wild geese in flight, the ongoing regional economic
restructuring reflects shifts in comparative advantage aris-
ing from two sources. One is changing relative factor
prices accelerated by changes in exchange rate. The other
is greater vertical and horizontal integration of produc-
tion systems that are, in part, moving along the lines of
endogenous product cycles in the region.
Regional comparative advantage is not static
but shifting
Investment flow and technology transfer are two
important mechanisms for accelerating regional shifts in
comparative advantage. Differing country factor endow-
ments and levels of development in tandem with com-
paratively high economic growth contributed to the in-
creased economic linkages and shifts in comparative
advantage in the region.
As a case in point, the countries comprising ASEAN-
4 and China experienced a dramatic rise in the share of
their manufactures for exports while exports of primary
products declined substantially.
"Investment flow and technology trans-
fer are two important mechanisms for
accelerating regional shifts in compara-
tive advantage."
What it does best: The Philippines’s revealed
comparative advantage
The Philippines’s revealed comparative advantage
in agriculture resource-intensive exports declined substan-
tially in the late 1970s and 1980s. By that time, com-
parative advantage has shifted to low skilled labor-
intensive manufactures (primarily garments) and in hu-
man resource-intensive industries, especially electronics
and electrical machinery. It is likely that the revealed com-
parative advantage in human resource-intensive indus-
tries has consolidated further in the 1990s.
In contrast, the country’s revealed comparative
advantage in low skilled labor-intensive manufactures is
likely to have deteriorated in the light of stiff competition
faced by the local garments industry from lower-cost ex-
porting countries in the region.
More fundamentally, the poor performance of the
Philippine trade sector during the period reflects the ef-
fects of stagnant labor productivity in the Philippines (the
rest of the region experienced a sharp rise in labor pro-
ductivity) combined with the real appreciation of the peso
vis-à-vis the currencies of competitor countries.
Competing in the open economy
In order for the Philippines to benefit from deeper
economic integration with the rest of the world, it  would
need a facilitative macroeconomic policy environment (i.e.,
higher savings rate, outward orientation and “investment
friendly” measures), sustained productivity improvements
and stronger institutional and human resource capacity.4
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Sustained growth in productivity, in turn, necessi-
tates more efficient resource allocation, more effective
infrastructure and bureaucratic support services, and a
higher rate of technological absorption and adaptation
(Intal and Geron 1996).
Lowest savings rate in the region
Between 1970 and 1997, savings rate rose sharply
for most of Southeast Asia. Positive real interest rate,
availability and accessibility of financial instruments, and
higher returns on investment ventures all promoted do-
mestic savings (Eggleston 1997). Higher economic growth
rate and a rapid demographic transition also contributed
to the sharp rise in domestic savings rates (Mason 1997).
In contrast, Philippine gross domestic savings rate
(which was comparable to other Southeast Asian coun-
tries in the 1970s) dropped substantially over the 1980s
and early 1990s. It is now the lowest in the region de-
spite some slight increase in recent years. As a result,
the investment rate in the country has also been low,
meaning the country would have to rely heavily on for-
eign financing (e.g., foreign investments) which makes it
vulnerable to changes in foreign investor sentiments.
Recessions and economic crises: Same old story
The drop in savings rate resulted from the decline
in per capita incomes during the economic crises and
recessions of 1983-85 and 1991-93. Household and un-
incorporated business savings, which dominated national
savings until the late 1980s, was hard hit by the decline
in per capita incomes. It has not recovered since then
and is still low. As for corporate and government savings,
these have been rising in recent years.
How to save a lot
To encourage high domestic savings, the macro-
economic environment needs to provide robust economic
growth, positive real rates of interest, more attractive
and accessible saving instruments, and a lower fertility
rate. Explicit incentives to encourage small savers include
the elimination of the final tax on interest incomes from
small savings and other taxes like the documentary stamp
tax on small-denominated government securities.
A robust economy, competitive environment and an
efficient pension system are major factors for raising the
corporate savings rate. The government can contribute
by raising the government savings rate through fiscal dis-
cipline. The East Asian experience indicates that a steady
decline in the dependency ratio and fertility rates over
time, in an environment of high economic growth, facili-
tates a rise in savings rate.
Enticing foreign capital
Inspite of a low domestic savings rate, other sources
can be tapped to stimulate the economy. Foreign capital
inflows have been the most obvious choice to beef up
local investments although direct investments are pre-
ferred to foreign loans or portfolio inflows.
The Philippines has not been a major destination of
foreign direct investment. Only one-third of investment
inflows in the early 1990s was accounted for by foreign
direct investments (FDIs) compared with about half for
other economies in the region. The bulk of investments
remain as portfolio flows and external borrowing (World
Bank 1997).
Table 2. Gross Domestic Savings






Source: Asian Development Bank




Improved economic prospects and  political stabil-
ity remain as ultimate encouragements for foreign inves-
tors. But more than this, the government should be more
aggressive in promoting investments by investing more
resources in this area. The bureaucracy would have to
be more investor-friendly. Greater coordination among
agencies to streamline systems and procedures will help
reduce the transaction costs of setting up a business.
Government’s fiscal incentive system should focus on
fewer industries in support of exports and industrial re-
structuring, which will help reduce the fiscal burden of
current fiscal incentives.
The ties that bind: the productivity-wage rate-
exchange rate nexus
The Philippines lagged in labor productivity growth
between the late 1970s and early 1990s. The country
significantly lost its international competitiveness during
the 1980s and early 1990s as reflected by poor export
performance during the period. On a brighter note, labor
productivity has improved in selected industries in the
manufacturing sector in recent years (World Bank 1997,
and Cororaton and Abdula 1997) which may have con-
tributed to the recent improvement in the country’s ex-
port performance.
ASEAN currencies have significantly appreciated in
real effective terms since the early 1990s, halted only
by the 1997 currency devaluations. The Philippine peso
appreciated the most. It should be noted that currency
appreciation or an increase in wage costs means loss of
competitiveness unless productivity improvements can
maintain competitive niches.
Speculation fever hits Asia
In 1997, the East Asian countries experienced at-
tacks on their currencies following the major deprecia-
tion of the Thai baht in the middle of that year. The peso
lost 42 percent of its value at the end of 1997. Unlike
past devaluations, the current depreciation of the peso
has not been significantly inflationary due in part to tight
monetary and fiscal policies, high protection rate in food
crops in the 1990s, more realistic wage adjustments,
and reduction in world oil prices.
cannot be said of the Philippines where per capita output
in food and agriculture had declined between 1980 and
1990. The country has in fact suffered agricultural trade
deficits by the early 1990s.
Watch out for the drawbacks
Despite agricultural trade deficits, Philippine agri-
cultural production grew fast in the early 1990s as a
result of the sharp rise in agricultural protection. With
high agricultural tariffs, domestic agriculture-based indus-
tries face a formidable task of competing when manufac-
tures tariff within the ASEAN region are reduced to a range
of zero to 5 percent in 2004.
High agricultural protection also implies higher food
prices in the Philippines. With higher food prices come
workers’ clamor for higher wages. When this is coupled
with the effects of the currency appreciation and the mar-
"Government’s fiscal incentive system
should focus on fewer industries in sup-
port of exports and industrial restruc-
turing, which will help reduce the fiscal
burden of current fiscal incentives."
Blessing in disguise
Despite the current macroeconomic problems
brought about by high interest rates and the slowdown of
the economy, the currency realignment—which is, in fact,
a market-based adjustment—is seen to help improve the
economic prospects of the Philippines in the long run. A
depreciated currency increases the competitiveness of
the export industry and corrects long-standing price dis-
tortions in the economy.
Food security should be ahead on the list
For most of East Asia, high economic growth coin-
cided with increases in per capita food and agricultural
output including agricultural trade surpluses. The same6
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lem of quality and relevance. It is also disturbing to note
that 40 percent of students drop out of colleges and
universities. The shorter school cycle means higher edu-
cation institutions have to compensate by spending more
time on bringing students up to basic levels. The curricu-
lum is hardly geared to modern technological needs and
there is little input from industry. In the developed coun-
tries, there is a direct and continuing interaction between
providers and users of higher education (World Bank
1997).
The government remains the most important pro-
vider of education particularly at the lower levels. How-
ever, education as a percent of total government expen-
diture has dropped from 24.4 percent in 1970 to 10.5
percent in 1994. This has an adverse effect on the qual-
ity of education. The Philippines needs to invest more in
technical skills for improved labor competitiveness. While
the general skills are comparable with other countries,
the skill base needs reorientation and quality level needs
improvement.
Developing technology
The technological system in the Philippines is still
in its early stages compared with those of other Asian
countries. R&D expenditures are low (only 0.2 percent of
GDP in 1991) while R&D effort and management are of
poor quality. The science and technology sector is also
ineffectively integrated with productive activity (World Bank
1997).
The private sector is central to technology develop-
ment. Hence, private participation should be encouraged
to ensure that technological research would have a di-
rect linkage with industry. The public science and tech-
nology system also needs reforms to make it more au-
tonomous, customer-driven and proactive (World Bank
1997). Government can likewise encourage greater tech-
nology transfer from multinational companies.
Facilitating small- and medium-scale enterprises
The importance of small and medium enterprises
(SMEs) is recognized for their capacity to provide a strong
ginal increase in productivity, this translates to eroded
competitiveness for the country.
Agricultural productivity is the key
The poor state of Philippine agriculture calls for
improvements in these areas: greater investment and
improved institutional framework of the agricultural re-
search and extension system to sustain agricultural pro-
ductivity, improvement in the infrastructure support sys-
tem, and redesigned market intervention policies.
Better infrastructure support
The Philippines’s infrastructure investments, at 2.5
percent of GDP, is lower than the regional average of 4.7
percent. The country also ranks close to the tail end of
the level and quality of infrastructure list. In 1995, only
17 percent of the country’s total roads were paved. The
World Bank estimates that the Philippines needs to in-
vest 6.8 percent of GDP in 1995-2004 to meet infra-
structure needs. Since the financial capability of govern-
ment is not enough to meet these requirements, there is
a need to maximize public-private partnerships. Facilitat-
ing private investment requires improved policy condu-
cive to private participation. The two most important as-
pects would be greater transparency and regulatory re-
forms to encourage appropriate pricing of infrastructure
services.
Enhancing skills
Between 1970 and 1994, East Asian enrolment
ratio in all levels has dramatically increased. Adult lit-
eracy rates have also markedly improved. The Philippine
figures are comparable in both instances. However, it
has the highest dropout rate in primary level completion.
At the tertiary level, enrolment data disguise the prob-
"The Philippines needs to invest more in




base for export-oriented industrialization. SMEs in the
Philippines have increased between 1983 and 1988. This
is attributed primarily to trade liberalization and the re-
covery of the economy. More open trade facilitated the
growth of SMEs through easier access to more cost com-
petitive inputs. Freer exchange encouraged greater ex-
ports of manufactures and motivated the use of subcon-
tracting (Medalla et al. 1996). Recognizing the role played
by SMEs, institutional support must be intensified and
linkages between SMEs and large enterprises should be
encouraged.
Greening the domestic economy
The integration of environmental issues into the
world trading system calls for a reshaping of domestic
policies. Environment-related multilateral trade provisions
as well as green consumer expectations are rising. This
means that government needs to encourage the private
sector to be more environment friendly. Externality costs
of pollution and environmental damage should be incor-
porated in domestic market prices.
There are fears that the internalization of environ-
mental costs will have a negative effect on the interna-
tional competitiveness of local industries. Initial studies
show that industries, on the average, could internalize to
a large extent environmental costs and still remain com-
petitive. In doing so, however, the overall incentive struc-
ture becomes more skewed against export industries
(Intal 1997). Thus, it is best that the internalization of
environmental costs is complemented with further ratio-
nalization of the tariff and nontariff trade regime.
Importing pollution
The pattern of Philippine trade shows dramatic
changes in the pollution intensity of both exports and
imports. The share of nonpollutive and nonhazardous
products in exports and imports have sharply increased
over the years. Meanwhile, the share of  highly pollutive
exports decreased but the share of pollutive imports is
still relatively high. This means that the Philippines is
importing products, which, had they been produced lo-
cally, would have aggravated local pollution problems.
For further information, please contact
The Research Information Staff
Philippine Institute for Development Studies
NEDA sa Makati Building, 106 Amorsolo Street
Legaspi Village, Makati City
Telephone Nos: 8924059 and 8935705;




It is projected that as the domestic economy grows,
domestic production of pollutive industries would be on
the increase. It is therefore important to improve the do-
mestic pricing system and the institutional capability to
cope with increased pressure from industrial pollution.
Concrete steps would include widespread adoption of the
polluters pay principle. Revenues from pollution taxes can
be invested in environment-regenerative programs and
facilities.  4
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